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Asset pricing and asset allocation problems have always been the core topics in ﬁnance.
With the rapid development of global ﬁnancial markets, the researchers found that there
are some stylized facts in ﬁnancial markets that cannot be characterized by the classic
models since some important risks have been neglected.
This paper proposes the expense risk that has been ignored by the traditional theory, and
studies the impact of such risk on asset prices empirically and theoretically. And we ana-
lyze the portfolio allocation under the consumption-based asset pricing model framework.
In terms of asset pricing, this paper explores the impact of the expense shocks on the equity
premium. We use social welfare expenditure of the United States and Canada as the proxy
for the expense risk, and ﬁnd that the diﬀerent levels of social welfare expenditure of these
two countries can account for the diﬀerence in their risk premia. In addition, we also use
non-business bankruptcy rate in the U.S. as another proxy and show this expense risk can
aﬀect equity premium.
The empirical evidence leads us to construct a consumption-based asset pricingmodel with
this expense shock. The agents may encounter the expense shock with a small probability
of occurrence, and then be constrained. The results from our calibrated model match the
mean equity premium, the mean risk-free rate, and the volatility of the equity premium
observed in the data. In addition, our model helps explain the counter-cyclical variations
of equity premia and the pro-cyclical feature of risk-free rate.
Then this paper discusses the portfolio allocation under the consumption-based asset pric-
ing model framework. We propose a new method to analyze the portfolio allocation under
complete markets with nonnegative conditions, which is easy to implement and work ef-














we can simulate dynamically mean-variance eﬃcient portfolio and derive for the unique
stochastic discount factor. Combining the mean-variance pricing and Arrow-Debreu op-
timal problem, we propose a new simulation-based method to solve the dynamic portfolio
allocation problem and calculate the optimal solution based on certain investors’ utili-
ty preferences. The implicit Arrow-Debreu prices facilitate transformation of dynamic
stochastic choice problems into more easily soluble static problems.
We use the above method to analyze the portfolio allocation under constant relative risk
aversion utility case with nonnegative constraints, in cases with diﬀerent dynamics of
risky and riskless assets. We also discuss the portfolio allocation of investors with time-
nonseparable habit formation utility. Furthermore, we explore the portfolio allocation for
the investors with the expense shock, and ﬁnd that they will have the propensity to invest
less in risky assets and more in riskless asset.
At last this paper expounds the practical signiﬁcance of this research, and point out some
possible extension and future research directions.
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